SYNOPSIS: This paper extends accounting choice research to investigate variables affecting both single policy and portfolio strategy choices to developing countries. Because the validity of the positive theory hypotheses regarding accounting choice have not been tested outside the USA, the research provides a pioneer insight into the determinants of accounting choice in the Kingdom of Saudi Arabia (KSA).
I. INTRODUCTION
Positive accounting research has utilized the economic consequences theories to explain the firm's accounting policy decisions, These theories are based on using combinations of variables representing management incentives to chose accounting methods under bonus plans, debt contracts, and the political process. Given the fact that the majority of the positive research is being conducted with respect to the USA, this paper extends this research to one of the developing countries for two objectives. First, to test the validity of the current positive theory hypotheses for application outside the USA. Second, to develop a relevant positive theory model which may explain major factors affecting accounting choice in such countries.
The paper is organized as follows: A brief background of the Saudi accounting environment is described in Section II. Hypotheses to be tested under both current and proposed accounting theory models are developed in Section III. Section IV presents data, descriptive statistics, and multivariate tests of economic explanatory variables as related to both single policy ad accounting strategy choices in the KSA. Section V presents descriptive statistics, and multivariate tests of the proposed positive model for explaining accounting choice in the KSA. Section VI concludes the paper. 
II. SAUDI ACCOUNTING ENVIRONOMENT

III. HYPOTHESES
Since the purpose of this study is to test the validity of current positive theory as it is applied to the Saudi environment, and to test the effect of other proposed variables on the accounting choice, two sets of hypotheses are developed and tested.
I. Hypotheses to Test the Validity of Current Positive Theory in the Saudi Environment
Positive accounting theory presumes that managers must be economically motivated in their accounting choices. So, they aim at optimizing the economic consequences of their choice. The current positive theory literature uses debt and compensation contracts and the political process to explain accounting choice. It is assumed that firms with debt and/or bonus plan are more likely to adopt accounting policies (strategies) that increase current period reported income. The reason for such choice is to avoid violation of debt contract constraints and to reduce costs of technical defaults (Watts and Zimmerman, 1990). Moreover, politically sensitive firms are more likely to select accounting policies (strategies) that reduce reported income to avoid high political costs.
The three most tested hypotheses related to contracting and political costs are the bonus plan hypothesis, the debt/equity hypothesis, and the political process hypothesis. Previous research finds results generally consistent with the bonus plan hypothesis, and the debt/equity hypothesis. The results of testing the political process hypothesis are mixed (Trombley, 1989). However, these hypotheses are tested only in the USA environment where managers making accounting choice decisions are fully aware of the economic consequences of their choice. This study tests the validity of these hypotheses in Saudi Arabia where the accounting profession is still at its early developing stages, and managers are expected to be less aware of the economic consequences of their choice.
Four hypotheses are developed and tested for this purpose: The second variable is related to the fact that firms in less developed accounting profession have less sophisticated management, who is more likely to choose the accounting policies commonly used in the industry. This can be attributed to: (1) Management inability to develop its own accounting policies, or (2) Prevailed belief that the common use of certain accounting policy (strategy) indicates its appropriateness for the industry. The hypothesis that represents common practice is developed as follows: H 6 Firms are more likely to adopt accounting policies (strategies) commonly used in the industry.
The third variable proposed in this study is the auditor effect. Trombley [1989] indicated that in the absence of accounting standards and lack of sophisticated management, firms may look to their auditors to recommend the appropriate accounting policy for them. Therefore, it is expected that management adopts accounting policies recommended by its auditor, because he has the experience and knowledge to recommend accounting policies most suitable for the specific firm. Thus the hypothesis representing this factor is developed as follows: H 7 Firms are more likely to adopt accounting policies preferred by their auditors.
Information about auditors preference for accounting policies covered in this study is obtained through interviews with major auditing practitioners in the KSA.
Thus, this study investigates, for the first time, the validity of the current positive theory in an environment different from that of the USA, where it is originally developed. Moreover, it introduces some environmental factors which may enhance the explanatory power of the model used to explain the accounting policy (strategy) choice, and extends its applicability to various environments.
IV. DATA AND MULTIVARIATE TESTS OF THE POSITIVE THEORY: THE CASE OF THE KINGDOM OF SAUDI ARABIA
4/1 Data and Descriptive Statistics
The sample used in this study was taken from the published annual reports of the Saudi corporations covering the period 1996-1999 (before standards effective date). Corporations operating in the banking, insurance and utility industries were excluded because they are regulated by special unified accounting systems, so management does not interfere in the choice of accounting policies. Out of the 41 remaining corporations, 13 corporations were excluded either because they did not publish their annual reports or because of the insufficiency of accounting policy disclosure in their annual reports. 
Definition of Variables:
-Total Assets and debt ratio were averaged based on annual reports for the four periods (1996-1999).
-Capital Intensity was computed as a percentage of fixed assets to total assets over the study period.
-Concentration ratio was defined as the percentage of total industry sales made by the largest two firms in the industry over the study period.
The study covers accounting choice from two different perspectives; it studies the factors affecting single policy choice in the KSA, and factors affecting-the choice of accounting strategies. Single policy choice includes policies for inventory valuation, accounting for research and development, and accounting policy for zakat expenditure. Those three policies were chosen based on: (1) a preliminary survey of actual major policy disclosure in annual reports of Saudi corporations; (2) previous studies that investigated the priorities of issuing Saudi standards to regulate major accounting practices. A preliminary survey conducted by the authors revealed the fact that there is no significant variation in accounting policy choice related to accounting for depreciation, foreign currency translation, and accounting for marketable securities. Moreover, previous Saudi studies showed that both the accounting profession and academicians gave top priority to the issuance of standards related to inventory, research and development, and zakat --10 -
accounting (special Saudi Islamic tax levied on income and properties).
Accounting strategy choice includes the choice of different combinations of the three above single policies in one portfolio. The choice is made based on the assumptions given by Zmijewski and Hagerman [1981] . These assumptions determine the relative effect of each of the three policies on earnings. Under the first assumption it is assumed that all three policies have the same effect on reported earnings. This assumption reduces the eight portfolios to four different effects on reported earnings as it is shown in Table 3 The classification of accounting policies into income decreasing or increasing policies according to their effect on income is shown at the bottom of Table 3 
4/2 Multivariate Tests
Alternative models were considered for testing the combined predictive power of the explanatory variables. These models are probit, logit, and regression. Regression is proven to be superior to probit and logit in research involving small samples (Noreen 1988). Noreen demonstrated that in order to get reliable results using probit and logit, sample size should be between 50-100 observations, which is not the case in this study. Accordingly, the study uses regression analysis to test the validity of the positive theory hypotheses to explain the accounting choice in the case of the KSA.
4/2/1 Single Policy Choice
Since the dependent variable in this paper is dichotomous (0-1), using OLS will face some special problems related to the nonnormality of the disturbances and heteroscedasticy of their variances. This will result in violating the basic OLS assumptions and producing inefficient estimators of the model parameters (Gujarati, 1978).
To overcome these problems, a two-stage weighted least square model is developed as follows: --12 -
Step 1: Perform the OLS regression to obtain i Yˆ. Then obtain:
Step 2: The estimated i Ŵ is used to transform the original data of both independent and dependent variables using the square root of i Ŵ as a divisor for these variables. The procedure is completed through running the OLS on the transformed data (Goldberger, 1964 and Gujarati, 1978 
4/2/2 Accounting Strategy Choice
The procedure applied to transform dichotomous variable in the case of single policy is irrelevant for the case of accounting strategy choice, because the dependent variable in the latter case takes an integer value (1,2,.., or 6). Moreover, using OLS without transformation violates the basic assumptions of the least squares model. Accordingly, another transformed model is.used to test the validity of the positive theory regarding accounting strategy choices in the KSA. This transformation is performed through taking the -14 -natural logarithm of the dependent variable, then running the OLS on the transformed data. Table 5 shows the results of this model. 
V. DATA AND MULTIVARIATE TESTS OF THE PROPOSED MODEL
5/1 Environmental Data and Descriptive Statistics
The above analysis suggests that other variables may be capable of explaining variations in accounting choice either for single policies or for accounting strategies. Table 6 shows definitions and descriptive statistics about three suggested environmental variables for the Saudi sample firms. 1: Indicates that the auditor preference agrees with firm's choice for one policy.
2: Indicates that the auditor preference agrees with firm's choice for two polices.
3: Indicates that the auditor preference agrees with firm's choice for all three polices.
5/2 Multivariate Tests of the Proposed Model for a Single Policy Choice
Environmental variables are added to the original economic model of the positive theory for the purpose of testing the improvement in the explanatory power of variations in accounting choice. The same regression model to test the effect of the economic variables is adopted In this test to ensure the comparability of the results. Table 7 shows the results of the weighted OLS model between all possible explanatory variables (economic and environmental) and single policy choice in the KSA. 
Accepting only H 5 for inventory valuation (α = 5%).
Accepting only H 3 for R & D accounting policy (α = 5%).
7. Accepting only H 7 for zakat policy (α = 5%). Generally, the above results provide a strong evidence against the traditional positive theory hypotheses of both contractual and political cost effects (except for R & D). Moreover, they emphasize the effect of environmental factors on accounting choice. In such developing countries, the accounting environment has certain characteristics: the accounting profession is still in its early development stage, management awareness of the economic consequences of accounting choice is a minimum or absent, regulation is in its very early phase, in addition to the absence of regulated capital market. Such factors lead firms to adopt highly conservative accounting polices.
5/3 Multivariate Tests of the Proposed Model for Accounting Strategy Choice
OLS was performed on the transformed data related to both economic and environmental variables, as it was explained in testing the economic variable effects on accounting strategy choice, under the three earning effect assumptions, to ensure the comparability of the results. Table 8 shows the results of the OLS between all explanatory variables and accounting strategy choice under the three assumptions.
Table results indicate that the most significant variable affecting accounting strategy choice, under the three assumptions, is the degree of conservatism. This leads to accepting H5 and rejecting all other hypotheses under the three assumptions. These results emphasize the importance of the environmental factors in explaining accounting choice in developing countries. Moreover, these finding is consistent with the results of single policy choice. In addition to the effect of the conservatism degree, capital intensity ratio is proven to be a statistically significant factor in choosing accounting strategy under the first assumption leading to accepting H3 under the first assumption. However, the coefficient of this economic variable is opposite to the expected sign under the traditional positive theory hypothesis. Test findings of the current positive hypotheses in the Saudi environment indicate that economic factors have a minor effect on both accounting policy and strategy choices. These findings can be justified by these facts: both the Saudi accounting profession and standard setting are in their early development stages, the absence of --21 -regulated capital market, the lack of management awareness of economic consequences of accounting choice, and the minimum role of the political process in the Saudi accounting choice.
The hypotheses that accounting choice is related to environmental factors, mainly conservatism and auditor preference, are strongly supported by the analysis of both single policy and accounting strategy choices. These results reflect the characteristics of the accounting environment in the KSA, and generally in the developing countries.
Study findings provide a strong evidence against the validity of the current positive theory hypotheses in the environment of the KSA as a developing country. Moreover, these findings enhance the explanatory power of the positive accounting model through incorporating some important omitted environmental variables.
